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Here is another, rather more authoritative
piece than the Fortune article I distributed a few
weeks ago, orepugspeets for world oil market pros-
pects. It was written last spring and therefore
does not reflect changes in the market since then.
However, the basic analysis remains valid in my

view.
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WILL OIL PRICES
COLLAPSE?

HENRY S. ROWEN AND JOHN P. WEYANT

Chances age they will, which would mean not only lowered inflationary
pressure, but possible reductions in energy investment and conservation

efforts.

A decline in the price of oil has become a surpris-
ing, and dramatic, feature of the world oil market.
The first signal was a falling off in the prices of oil
company stocks beginning last December; these de-

clines have now reached 50 percent for some com-
panies. The price of nearby heating oil futures,
which reached a peak of $45 per barrel last fall,
have fallen to under $40 per barrel. Posted prices
for some oil exports have declined and there has
been more substantial price discounting. Oil im-
porting companies have been refusing to renew
contracts of prices they deem to be too high. If the
market forces which have produced this downward
pressure are supplemented by a substantial increase
in oil production from Iraq and Iran in the next 12
to 24 months, Saudi Arabia and other oil exporters
may face an unmanageable problem: to maintain
the price of oil at anything close to the present lev-
el. Although this is not a firm prediction (if for no
other reason than that the course of the war be-
tween Iraq and Iran is so uncertain), there is a good
chance that the real price of oil will be sharply re-
duced in the next two years. If this happens, in-
dustry and government will face a set of energy is-
sues strikingly different from those that have domi-
nated their concerns for nearly a decade.

The recent experience

The main cause of this price softening is the de-
cline in world demand for oil since the marked in-
creases in price in 1979 and 1980. The coming to
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power of the Khomeini regime in Iran removed
about 4 percent of the noncommunist world’s oil
supply in 1979; the outbreak of the Iran-Iraq war
in September 1980 took away another 6 percent.
Although these losses were partly offset by in-
creases in output in Saudi Arabia and other oil ex-
porting countries, the net effect was a loss of 4 mil-
lion barrels per day (mmbd) in oil availability be-
tween late 1978 and early 1981. As a result, long-
term contract prices for marker crude increased
from $14 to $35 per barrel—about a doubling in
price in constant dollars.

But there was a significant difference in world
reaction to this recent spurt in prices, as compared
with the oil pgice shock of 1973-74: this time there
has not been a substantial reduction in world eco-
nomic output. Economic growth in 1979 and 1980
slowed but remained positive; for the noncommu-
nist world it was around 2 percent in 1980,

“The main cause of . . . price softening is
the decline in world demand for oil since
the marked increases in price in 1979 and
1980.”

The past three years have also seen a large in-
crease in oil stocks worldwide, by about 0.7 billion
barrels (adjusted for seasonal variation). Stock
building, largely in private hands, consumed about
2 percent of total world oil production over this
period. It was probably motivated by the belief
that there might be further disruptions in oil sup-
ply and further price increases. So far, these addi-
tional stocks have generated large inventory prof-
its. However, if the price of oil softens further, and
if it appears to the market that there may be a pe-
riod of stability in the Persian Gulf, stocks are likely
to be substantially drawn down in the next two
years.

A question of great importance for the world
economy, for political relations between exporters
and importers, and for the behavior of the oil im-
porters, is how much downward pressure there
might be on the world oil price in theé coming
months and how the exporters will deal with it.
The answers to three important questions in this
regard are uncertain:

o When will the Iran-Iraq war end, and how soon
and to what degree will their oil exports increase?
» How will oil consumers respond to a possible oil
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price decline?
» How deeply will Saudi Arabia and other oil ex-
porters cut their production?

-

Balances in the oil market

Oil consumption in the noncommunist world in
the spring of 1981 was around 48 mmbd, a decline
of about 3 mmbd since 1978 and 1 to 2 mmbd less
than in 1980. Moreover, a reduction in (seasonally
adjusted) stocks may also be occurring; at least the
reductions in amounts of oil now being taken by
importers is consistent with the companies’ at-
tempts to reduce their stock levels. A quick politi-
cal settlement between Iran and Iraq is unlikely;
but if the war winds down to the point where
damage to production and loading facilities is re-
paired and tankers freely use the main loading fa-
cilities in both countries, then much expanded ex-
ports could probably resume before long. Within 12
to 18 months, exports from Irag might come close
to the prewar level of 3 mmbd, an increase of more
than 2 mmbd over the present level. The prospects
in Iran are much less clear because of uncertainties
about the oil production policies of the govern-
ment and about its effective control over the coun-
try. Iran physically might be able to produce about
3.0 mmbd and export around 2.0 mmbd by the
end of 1982 or in 1983.

Of course, there is no guarantee that the war will
quickly fade away. It might flare up again and even
spread to nearby countries, interrupt more oil sup-
plies, and throw the market into even greater tur-
moil than it was in late last year. Such possibilities
should be regarded as a permanent feature of the
world oil market. In any given year during the
1980s, there could well be a revolution, internal or
intraregional conflict, or deliberate action by pro-
ducers to reduce the supply of oil, cause a sharp
price increase, and inflict huge economic losses on
oil importers.

Long-run world consumption

World oil demand during the 1980s will be largely
determined by three factors: (1) the continued re-
sponse to past price increases; (2) the response to
any additional price changes (up or down) that
may occur; and (3) the rate of economic growth.
Faster economic growth will result in higher de-

-
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mand, and price increases or decreases will lead to
lower or higher demand, but with a lag.

The experience of the last decade can be used to
approximate the rate and level of the response of
oil demand to higher prices. Assuming that in-
creases in economic output (GNP) result in equal
proportional increases in oil demand, the evolution
of the oil consumption-to-GNP ratio can be sum-
marized with one parameter that expresses rates of
demand adjustments to prices, and another param-
eter that represents the full long-run adjustment.

If we examine the recent history of the world oil
market, we see that the price response during the
1978-80 period seemed to be far greater than it
had been during the 1972-78 period. There are
three possible explanations for this. First, during
the earlier period there were marked gains in other
major currencies against the dollar. Thus, the real
price of oil in other currencies increased far less
than the dollar price. In contrast, most of the dol-
lar exchange rates moved in favor of the dollar dur-
ing 1979-80 and caused the oil price to increase
more in most foreign countries than it did in the
United States. Moreover, the European countries
allowed the real value of their gasoline taxes to de-
cline from 1972 to 1978. The result was, surpris-
ingly, no change in the average real price of gaso-
line during this period. These shifts help explain
the seemingly greater world price response during
the later period.

Second, price controls kept the price of oil pro-
duced in the United States far below the world oil
price from 1972 to 1978, but by 1980 these con-
trols were phased out. Since more than half of the
oil consumed in the United States is produced do-
mestically, this pricing policy insured that the in-
crease in average oil price faced by U.S. consumers
during the earlier period was lower than the in-
crease in the world oil price. This attempt to insu-
late the U.S. economy from the inflationary effects
of higher world oil prices had the undesirable side
effect of reducing the responsiveness of U.S. oil
demand to those price increases.

Finally, during the mid-1970s many authorities
voiced the opinion that oil prices would soon de-
cline. Thus, perhaps, many consumers hesitated to
adjust their consumption patterns to the suddenly
higher prices. By 1979, however, consumers seemed
finally to have adopted the view that higher rather
than lower oil prices were more likely in the fu-
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ture. This change in expectations helps to explain
the observed increase in price responsiveness.-

It will be as difficult to predict economic growth
rates, exchange rate adjustments, and changes in
expectations during the 1980s as it was during the
1970s. Thus, the task of projecting world oil con-
sumption will continue to be plagued with uncer-
tainty. Fortunately, the 1970s included a period
when conditions resulted in a relatively small re-
sponse of oil demand to the dollar price of oil on
the world market, and a period when conditions re-
sulted in a relatively large response. Thus, these
two levels of price responsiveness can plausibly be
expected to bracket what might happen during the
1980s.

Suppose there is no economic growth during the
1980s and the real price of oil remains constant at
its current level. Then we could expect continued
reductions in the level of oil demand as adjustments
to the real price increases in 1973-74 and 1979-80
took place. With a small price response, oil con-
sumption outside communist areas would drop from
its all-time high of 51.6 mmbd in 1979 and 49.0
mmbd in 1980 to about 39 mmbd by 1988, a 24
percent reduction in nine years. With a large price
response, the reduction would be to 37 mmbd, or
28 percent, by 1988.

Fortunately, some economic growth is expected
during the coming years. A 2 percent real world
economic growth rate is about the most that can
be expected this year. As to what will happen after-
wards, opinions vary widely. For example, the
Reagan economic plan projects a 4 to 5 percent an-

Table 1 World Oil Consumption Projections
{mmbd)
Large Srqall
price price
response response
GNP growth rate GNP growth rate

Year 2% 3% 4% 2% 3% 4%
1979 51.6 51.6 51.6 51.6 51.6 51.6
1980 49.0 49.0 49.0 49.0 49.0 49.0
1981* 47.8 47.8 47.8 48.7 48.7 48.7
1982 47.0 475 48.0 a47.7 48.2 48.7
1983 46.1 47.0 479 47.1 480 49.0
1984 453 46.6 48.0 46.5 47.8 49.2
1985 44.5 46.3 481 46.0 47.9 49.8

*A 2% GNP growth rate is uniformly assumed during 1981.
Source: Calculated by the authors.
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“Saudi Arabia is unique in its ability to
swing production over a wide range and
thereby affect the world price.”

nual growth of the U.S. economy for the next few
years. For the world, the relevant range in the
1980s is probably 3 to 4 percent real growth. If the
price response during the 1980s turns out to be as
large as it was during the 1978-80 period, even such
a relatively high level of economic growth would
result in a drop in world oil demand below 48
mmbd until about 1985. Demand would then rise
to only about 51 mmbd by 1990. Even if the price
response were low, world oil demand would not ex-
ceed 50 mmbd until 1986. Table 1 shows how
world oil demands would respond to both higher
and lower growth rates. A plausible conclusion is
that world oil demand will not increase—and could
conceivably decrease—between now and 1985 if
oil prices are held at their current level (about $35
per barrel) in real terms.

In sum, looking beyond 1981, the main sources
of downward pressure on the market will be:
 Increased output from Iran and Iraq which might
amount to an additional 2 to 4 mmbd by late 1982
or in 1983.

« A further decrease in world oil demand of 1 to 2
mmbd over the next few years in response to past
price increases.

» Possible reduction in oil stocks in private hands
which might result in a reduction in demand of
around 1 mmbd during the next year or two.

» An annual increase in non-OPEC oil production
of 0.5 to 0.7 mmbd from the North Sea, Mexico,
and elsewhere.

The main sources of upward pressure will be:

« Economic growth, which is likely to increase de-
mand at a constant real price by 1 to 2 mmbd per
year.

« Furtherinterruptionsin the world’s supply of oil.

Therefore, if the world oil price is to be held at
$35 per barrel, supplies might have to be reduced

by from around 1.0 to around 6.0 mmbd, perhaps

within the next 12 to 24 months.

Cuts in production

If production is to be cut, Saudi Arabia will be the
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main nation to do it. The Saudi government has an
announced policy of creating a single OPEC price,
at a lower level than the one now prevailing, which
is then to be indexed for changes in world inflation,
the value of the dollar, and the rate of growth in
industrialized countries. Saudi Arabia is unique in
its ability to swing production over a wide range *
and thereby to affect the world price. Sheik Yamani,
the Saudi oil minister, has recently said that his
country could reduce its oil output to 6 mmbd
from its current rate of 10.3 mmbd and live happily
with this level.

Kuwait has already reduced production drastic-
ally, from a level of around 3 mmbd in the early
1970s to 1.25 mmbd. Qatar, the United Arab Em-
irates (UAE), and Libya have high oil production
levels relative to the size of their populations but
their combined output is only one-half that of Saudi
Arabia. As buyers refuse to renew contracts at
prices they deem too high, production cuts are oc-
curring in Mexico, Nigeria, and elsewhere. However,
OPEC has never adopted an explicit production-
sharing formula. A look at the record of the oil out-
put of the OPEC countries during the 1970s in re-’
lation to their production potential shows no ex-
tended period with much shut-in, or excess, capac-
ity. Most members of OPEC, with Saudi Arabia as
the principal exception, behave like competitive
producers. The view of OPEC as a cartel has been
largely mythical; whether it becomes a reality re-
mains to be seen.

Part of the explanation for OPEC’s generally
competitive behavior is their impressive ability to
absorb imports. One estimate (by Eliyahu Kanovsky
in the Wall Street Journal, May 22, 1981) is that
the Saudis plan to spend $90 billion during their
current fiscal year. They are now generating re-
sources from oil at the annual rate of around $120
billion and have financial reserves (estimated at
$125 billion) which probably yield an additional
$15 billion per year. These numbers are consistent
with a Saudi production level of around 6 mmbd,
selling at $35 per barrel, without liquidating any
foreign currency holdings or reducing their devel-
opment program. But there is a good deal of un-
certainty in these estimates, and Sheik Yamani’s
claim that the country could easily cut to this lev-
el should not be taken at face value. (For instance,
as Kanovsky points out, the record suggests that
the Saudis are likely to spend much more than they
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have announced in their plans.)

The numbers seem to imply that Saudi Arabia
and other producers might, within a year or two,
face pressures ranging from the manageable to the
very difficult. It would be easy to manage cuts of
one or a few mmbd. But if the required cuts turn
out to be as large as 6 mmbd, these nations are
likely to be in serious trouble. After such a reduc-
tion, the OPEC countries would be producing about
18 mmbd out of a production capacity which then
might be around 30 mmbd. A 40 percent “‘over-
hang” of unused capacity would be hard to control
for a group of countries that has never managed to
create a production-sharing system.

’

Fall in the real oil price

A central factor in the large price increases in 1973-
74 and 1979-80 was the low, short-run price elastic-
ity of oil demand. Supply reductions of 10 percent
produced price increases at the consumer level of
around 50 percent (the crude oil price quadrupled
in the earlier period and more than doubled in the
later one). With increases in supply, one would ex-
pect to see this process reversed. There might even
be a smaller price elasticity displayed on the down
side then on the up side #f oil users expected the
decline to last only a short time, while the real price
of oil climbed over the long run. This would lead
them to go on buying more fuel-efficient automo-
biles and capital equipment. For instance, the U.S.
electric utilities from 1978 to 1980 reduced their
consumption of oil by 35 percent (from 1.7 mmbd
to 11T mmbd; even a substantial fall in the price
of oil isunlikely to cause them to switch back heav-
ily to oil use, especially since they are building new
coal-fired and nuclear capacity.

If the demand response turns out to be relatively
large for price decreases, then every one mmbd of
oil supply not absorbed through producer cuts in
1982 will result at the margin in a $6-to-$8 per bar-
rel decline in the real world oil price. This could
happen if, for instance, the exporters faced a 4-
mmbd cutback requirement by 1982 and managed
to absorb only 3 mmbd of it through production
cuts. The price could fall more sharply than this if
structural changes in the oil market, including the
expectation of higher future oil prices, resulted in a
small demand response to price decreases (even if
consumers respond strongly to price increases). If

so, each one mmbd of “excess” oil in the market
could produce a $10 to $12 price decline. Such a
decline would, of course, give oil exporters a pow-
erful incentive to cut their output further.

If the price response is small, more oil is demanded
at the constant dollar price (as consumers continue
to adjust to earlier price increases), but larger price
reductions are required to clear the market for every
million barrels a day the producers fail to cut back.
The stronger price response by consumers yields a
lower demand at $35 per barrel, but it also implies
that price decreases by producers will induce more
additional demand.

A useful perspective on this subject is provided
by comparing the state of the oil market in 1978,
the last year before the collapse of Iranian produc-
tion, with what might happen in 1982 or 1983. The
price of oil in 1978 was around $14 per barrel. In
1981 dollars and allowing for changes in interna-
tional exchange rates, the 1978 price would now
be around $20 per barrel. It is not implausible that
one or two years from now, the essential differences
with 1978 could be (1) a stronger impetus toward
reducing oil use; (2) a stronger incentive to increase
the supply of oil throughout the world and to sub-
stitute fuels such as natural gas and coal for oil; (3)
the more-or-less-permanent disappearance of about
between two and four mmbd of Iranian oil; and
(4) real world GNP growth of 10 to 14 percent.
The net effect of these influences might be an oil
price close to that prevailing in 1978 in 1981 dol-
lars, namely, from $20 to $25 per barrel.

This observation is not a prediction. But it should

Table 2 WOCA* Oil Consumption

{Million Barrels per Day)

3% GNP Grawth
Real Qil Price Change Annually?

0 —5% —-10%
1979 51.6 51.6 51.6
1980 49.0 49.0 49.0
1981 47.8 47.8 47.8
1982 47.1 47.3 47.5
1983 46.6 471 47.6
1984 46.4 47 1 48.1
1985 459 47.4 49.0

aBeginning in 1982,

" Source: Calculated by the authors.

*WOCA: World Outside Communist Areas.

November-December 1981/Challenge

15




R R RIS,

, Approved For Release 2007/03/16 : CIA-RDP83B00140R000100030007-5

.
- : .
.

not be cause for great surprise if the real price of
oil declines substantially in the next two years. For
example, if world inflation continues at around 10
percent per year, the real price in 1981 dollars could
decline to $28 per barrel in 1983 with the nominal
price remaining at $35 per barrel.

Table 2 shows the implications of various rates
of reduction in real oil prices for the high price re-
sponse case and a world GNP growth rate of 3 per-
cent per year. Under these assumptions, the oil pro-
ducers might hold oil demand at its current level of
about 48 mmbd through 1984 by allowing the real
price of oil to decrease by 10 percent per year. If
inflation continues at its recent rate, that real price
decrease cofild be attained by keeping the nominal
oil price constant at around $35 per barrel.

Some might wonder if price declines will be passed
on fully to consumers. They should be because this
is a highly competitive sector. The only major im-
pediment would be government action in the form
of increased taxes on oil products or a tariff on im-
ported oil to generate revenues, keep oil demand
from growing, or (in the case of the tariff) to pro-
vide an “umbrella” to shelter domestic oil and gas
exploration and production in the face of falling
world prices.

If a substantial real price decline occurs, how long
might it last? This would depend on a number of
parameters, not the least of which would be expec-
tations in the market about future oil prices. As we
have seen, if consumers regard the “normal” price
of oil as higher than the then prevailing one and
continue to make fuel-saving investments, demand
and price will be held down for some time. How-
ever, even if the price erodes in the next year or
two, a sustained period of vigorous world economic

growth could result in increased upward price pres-
sure by 1984-85.

Some implications

It is perhaps most important to recognize that any
softening in the market is likely to create the im-
pression that the energy security problem has greatly
receded. This would be far from the truth. Political
instabilities persist within the Persian Gulf area; so
does its exposure to Soviet power. At any time we
and our allies could find ourselves in a great crisis
with little notice.

A lower level of imports at the outset of a crisis
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Tabin 3 Dats for World Oil Market Cslculations
WOCA oil World WOCA GNPC Oil/GNP
consumptiond oil price (Billions of 10 BBL
{mmbd) (1980 $/B8BL) 1980 $s! 109 Dollars
1972 44 .4 6.01 8,160 2.00
1973 47.8 6.51 8671 2.00
1974 46.3 16.95 8,816 1.92
1975 45.1 16.35 8.834 1.87
1976 48.1 16.53 9,334 1.88
1977 49.5 16.35 9,712 1.86
1978 51.0 16.29 10,089 1.84
1979 51.6 20.35 10427 1.79
1980 49.0 30.87 10,568 1.70

aFrom “BP Statistical Review of the World Oil Industry,”
1980.

bEnergy Information Administration, Department of En-
ergy, ‘‘Monthly Energy Review,” May 1981.

¢From “Economic Report of the President Together with
the Annual Report of the Council of Economic Advisers.”
Transmitted to Congress it January 1981, U.S. Government
Printing Office.

means fewer barrels on which to pay a much higher
price during a sudden disruption; it also means that
the amount of spare oil production capacity in the
world to offset unanticipated production disrup-
tions would increase. However, if the shortfall were
larger than the amount of spare capacity available
or if those who owned the spare capacity were un-
willing to put it into production during the crisis,
the effect on the world oil market could be quite
severe. A projection for 1982 would show that each
uncompensated one mmbd decrease in OPEC pro-
duction that was not offset by stock releases in the |
oil-importing countries or increased production
elsewhere would result in an increase in the world
oil price of $10 to $15 per barrel. This story should
be familiar by now, and the modest amount of
slack in the world oil market at present should not
blind us to the continuing danger.

In the circumstance which seems most likely,
that of a supply overhang which is adequately man-
aged by the Saudis and a few other countries (in
other words, 3 to 4 mmbd), a “single” price will
be established, presumably in the range of $32 to
$34 per barrel by late 1981. This implies a Saudi
level of production of 7 to 8 mmbd. It may also
produce a slightly smaller net Western dependence
on vulnerable Persian Gulf oil of 1 to 2 mmbd for
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a few years.

If, however, the oil price declines in real terms, o
there will be several implications for the country RUDOLF BAHRO .
and for the Reagan administration. CRI'"C Al_ -

1. Inflationary pressures will be lower; for in- R P S
stance, a $10 per barrel decline in the price of oil l Es ngw /ES

ihe i dited by oiter
woulld treduce the consumer price index by about 2 Essays by Herbert Marcuse.
percent. o Rudi Dutschke. Jiri Pelikan,

2. Revenues from the domestic oil ““windfall prof- Lucio Lombardo Radice.
its” tax will be lower;a $10 per barrel decline would Lawrence Krader. Pierre Frank.
reduce revenues from this tax by about $20 billion Helmut Fleischer. Hassan Givsan.
per year. and Hermann Weber.

. 22.50
3. The gap between the controlled price of natural 248 pages $

gas and oil could be narrowed; therefore, the finan-

cial effects on gas users of decontrolling natural gas A SOCIETY IN

would be lessened.

4. The cost of putting oil in the Strategic Petro- THE MAKING
leum Reserve would be reduced. Hungarian Social and

9. The government might have to decide whether Societal POIiC)' 1945-75
or not to allow oil dependence on vulnerable Persian By Zsuzsa Ferge
Gulf supplies to increase to its earlier level; if it were Preface by S.M. Miller

g . ...an exciting, distinctive, and

thought important to keep oil dependence down, unusually important book...a
then a tariff on oil imports or additional taxes on good deal of new data about Hun-
various products would be needed. gary that has heretofore not been

For industry, the possibility of a real reduction available in the West...a scholarly
in oil prices, even if only a dip for a few years, yet personal report. deserving

attention from anyone interested

would pose some important strategic questions. For in Eastern Europe. socialist coun-
instance, would consumers swing back to buying tries, and the social policy world "
larger cars (as they did in 1975-78 as the real price —Herbert J. Gans.
of gasoline stabilized), or would they look across Columbia U”’Vequ'fy
an assumed price “valley” to higher future prices 288 pages $22.50
and continue to buy small cars? What would happen

to exploration for oil and gas which has grown so URBANIZATION

strongly in the past several years? Declines in air- IN SOCI ALIST

line fuel costs and fares would revive the demand

for air travel which has recently been lagging. The g%gﬁJRIES

costs of oil-using electric utilities would ease off, Foreword by Simona Ganassi Agger
perhaps putting them in a better position to get re- “...the most rigorous comprehen-
lief from state public utility commissions. In short, sive empirical analysis of Eastern
the management of every firm whose activities are European urbanization yet to be

published in English...”

affected directly or indirectly by the price of oil Z_Manuel Castells
products needs to think hard about the effects of a University of California, Berke/ey'
decline. 200 pages $20.00

Of course, a substantial real price decline is a
possibility, not a certainty. Indeed, the opposite
could occur—another sharp price escalation if fur-
ther trouble erupted in the Persian Gulf. This wide
range of possibilities makes strategic planning even
more difficult than usual but it also means high re- Cm E Sharpe INC.
wards for those who adopt the right strategy.

80 Business Park Drive,
Armonk, New York 10504
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